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9 Q. Please state your name, occupation and business address.

10 A. My name is Stephen P. Frink and I am employed by the New Hampshire Public Utilities

11 Commission (Commission) as Assistant Director of the Gas & Water Division. My business

12 address is 21 S. Fruit Street, Suite 10, Concord, New Hampshire 03301.

13 Q. Please summz~rize your educational and professional experience.

14 A. See AttachmentSPF-1.

15 Q. What is the purpose ofyour testimony in this proceeding?

16 A. The purpose ofmy testimony is to provide Staff’s recommendations on whether Liberty

17 should be granted the franchise to provide natural gas utility service in Lebanon and Hanover.

18 My testimony examines the methodology and underlying assumptions used by Liberty to

19 financially evaluate the merits ofproviding natural gas utility to serve Lebanon and Hanover.

20 Q. Please summarize Staff’s findings on these issues.

21 A. Staff recommends that the Commission deny Liberty’s request at this time and suspend the

22 proceeding until Liberty has submitted a comprehensive and detailed business plan,

23 performed a Discounted Cash Flow (DCF) analysis to determine the economic costs and

24 benefits and obtained customer commitments as evidenced by written agreements.

25 Liberty has demonstrated its managerial and engineering expertise in safely and
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1 reliably operating and maintaining LNG facilities and a natural gas distribution system. That

2 said, as a condition of the settlement agreement approved in Liberty’s last rate case, Order

3 No. 25,797 issued June 26, 2015 in Docket No. DG 14-180, an independent audit of Liberty’s

4 financial reporting/accounting and customer service areas is being conducted and an audit

5 report expected within a few months. Staff recommends a copy of the audit report be filed in

6 the immediate docket for the Commissioner’s consideration regarding Liberty’s expertise to

7 operate the proposed system.

8 Q Briefly describe the current filing.

9 A. On July 24,2015, Liberty Utilities (EnergyNorth Natural Gas) Corp. dlb/a Liberty Utilities

10 (Liberty or Company) filed a petition with the New Hampshire Public Utilities Commission

11 (Commission) for approval of a gas franchise in Lebanon and Hanover, New Hampshire.

12 Liberty proposes to operate an “offpipeline” and self-contained natural gas distribution

13 system to serve the franchise area and intends to finance, construct, install, manage, operate

14 and own the facilities and infrastructure. The Company plans to construct an LNG storage

15 and vaporization facility along with a CNG decompression facility in Lebanon to supply the

16 natural gas to the distribution system and will procure both LNG and CNG through a

17 competitive bidding process. The Company plans to install gas mains from the LNG/CNG

18 facilities to prospective anchor customers, Dartmouth College, Dartmouth-Hitchcock Medical

19 Center, Hyperthenn and Kleen. Liberty also intends to provide vehicle refueling and remote

20 customer service to customers not yet connected to distribution lines. Lebanon and Hanover

21 customers would be subject to terms and conditions of Liberty’s natural gas tariff, other than

22 cost of gas (COG) rates, which will be separately calculated and a separate provision added to

3



Direct Testimony of Stephen ?~ funk
Liberty Utilities

Docket DG 15-289
Page 3 of22

I the tariff: Liberty expects to commence construction of the supply facilities and distribution

2 system in 2016.

3

4 Methodolo~v to Evaluate Financial Merits of Large System Expansion Projects

5 Q. Are there investment criteria that must be satisfied for a natural gas utility to expand its

6 distribution system?

7 A. Yes, New Hampshire’s two natural gas utilities have tariff terms and conditions that address

8 line extension requests. The line extension policies compare expected revenues from new

9 customers to determine if they are adequate to justify the investment, If the expected

10 revenues are inadequate, customers are required to make a contribution-in-aid-of-construction

11 (CIAC) if necessary to satisfy the investment criteria.

12 Q. What constitutes adequate justification for a proposed system expansion?

13 A. An expansion is justified if the incremental system investment required to extend distribution

14 service are borne by the customers to be served and not subsidized by existing customers.

15 Q. Are the investment criteria the same for both utilities?

16 A. Both utilities have roughly the same investment criteria.

17 For many years both utilities used the same investment criteria when considering a

18 line extension request, applying a 25 percent test to determine if a customer contribution in

19 aid of construction was required. Under the 25 percent test, net annual revenue had to equal

20 or exceed 25 percent of the cost of the extension. The current line extension policies differ

21 but both are intended to recover capital costs from new residential customers within

22 approximately 20 years and new commercial and industrial (C&l) within approximately 10
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1 years.

2 Q. How do the line extension policies differ?

3 A. Northern Utilities, Inc.’s (Northern) line extension policy explicitly states that the DCF

4 methodology will be used to determine the CIAC requirement, if any, to satisi~y a 10 payback

5 for C&I customers and a 20 year payback for residential customers.

6 Liberty’s line extension policy uses a revenue test to determine ifthe customer

7 contribution is required, and if so, the amount. The revenue test fbr residential customer is

8 estimated annual margin equal or exceed one-eighth of the estimated construction cost, and

9 for a C&1 customer estimated annual margin equal or exceed one-sixth of the estimated

10 construction cost. Liberty’s line extension policy was approved by Order No. 25,624 issued

11 January 24,2014 in Docket No. DG 13-198. Although the Liberty line extension policy does

12 not cite a payback period, the implicit payback is similar to Northern’s as explained at hearing

13 (DG 13-1 98 transcript p. 37, lines 9-18, Staffwitness Frink): “1 would note that the— looking

14 at the residential customers, using the discounted cash flow analysis that Northern currently

15 uses, if they were going to go to a similar test as what we’re proposing fbr Liberty, it would

16 be a seven-year revenue test, as opposed to an eight-year test. So, it’s in the ballpark. The

17 expectation is that, under this proposed line extension policy, that the payback will be similar

18 for both Liberty and Northern, that they will be 10 years for C&l and 20 years for residential.”

19 Q. Does the Commicalon have a preferred methodology for evaluating the financial

20 viability of major capital projects?

21 A. Yes, the Commission found that the DCF methodology is the appropriate framework in which
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1 to evaluate the financial viability of large system expansion projects.’

2 Q. Did Liberty undertake a DCF analysis to evaluate the fmancial merits of serving

3 Lebanon and Hanover?

4 A. No. In response to Staff Data Request 3-8 asking Liberty to perform a DCF analysis the

5 Company refused to do so on the grounds that its tariff does not provide for a different

6 analysis for main and service extensions that are not physically connected to the existing

7 distribution system, or that exceed a particular total cost, and that Liberty must adhere to the

8 provisions of its tariff to ensure that customers and potential customers are informed as to the

9 analysis that will be performed when considering taking service from the Company. See

10 AttachmentSPF-2.

11 Q. What financial analysis did Liberty use to justify the Lebanon and Hanover project?

12 A. Liberty used the revenue test from its line extension policy, which assumes that 60 percent of

13 potential customers along the main will convert to natural gas.

14 Q. Does Liberty’s tariff preclude it from performing a DCF analysis?

15 A. No. As previously stated, the Commission has found that the DCF methodology is the

16 appropriate methodology to employ when considering major expansions. It is worth noting

17 that even though both natural gas utilities had a line extension policy requiring application of

18 the 25 percent test for line extension requests during their last major expansions, both used the

19 DCF methodology to justify the expansions when petitioning the Commission for approval.

20 The cost to serve Lebanon and Hanover is large enough to warrant a detailed business

1. Order No. 22,297 (August 28, 1996) Approving Northern Utilities, Inc. expansion into the towns for Durham and
Madbury, New Hampshire. Order No. 22,667 (July 22, 1997) approving EnergyNorth Natural Gas, Inc. expansion into
Milford, New Hampshire.
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1 plan and discounteti cash flow analysis in determining if Liberty should proceed with the

2 proposed expansion.

3 Furthennor~, since Lebanon and Hanover are outside of Liberty’s franchise area the

4 Liberty’s tariff does not apply in this instance and Liberty is not required to adhere to the

5 revenue test for its financial analysis of the Lebanon/Hanover expansion.

6 Q. Why is use the revenue test as prescribed by Liberty’s tariff not appropriate when

7 evaluating the financial merits of a major expansion?

8 A. A revenue test is appropriate for evaluating smaller projects that entail a limited investment

9 and require a customer commitment with financial penalties if the customer(s) requesting

10 service fail to take service within nine months. The revenue test is a simple and straight

11 forward calculation that serves as a proxy for the DCF methodology, intended to roughly

12 satis1~r the payback the Commission desires. It is not appropriate for evaluating a large

13 expansion that poses a significant financial risk.

14 Q. Why should the DCF methodology superior to the revenue test?

15 A. The DCF methodology is a far better framework than a revenue test for evaluating the

16 efficacy (and hence prudence) of a major capital project for the following reasons: 1) the

17 DCF analysis uses a much longer time horizon (the life of the project); 2) the DCF uses a

18 more inclusive set of revenue and cost variables, encompassing revenue and cost savings,

19 capital costs not covered by customer contributions, and incremental operating costs; and, 3)

20 allows for an apples-to-apples comparison of costs and benefits that occur at different times

21 by discounting the revenue and cost streams at the company’s weighted cost of capital to

22 determine the ‘present value’ of each and the ‘net present value’ of the project.
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1 Q. Should Liberty be required to undertake a DCF analysis in this proceeding?

2 A. Yes. Not only is the DCF analysis superior to a simple revenue test, the revenue test may no

3 longer be appropriate for smaller projects given the dramatic drop in oil and propane prices

4 since the Commission approved Liberty’s line extension policy (Order No. 25,624 issued

5 January 24,2014 in Docket No. DG 13-198).

6 Q. Why is it that the revenue test in Liberty’s tariff may no longer be appropriate?

7 A. Whereas the prior revenue test only included annual margins from customers requesting

8 service, the current revenue test includes anticipated margins from 60 percent of the potential

9 customers along the line that have no commitment to take service but expected to convert to

10 natural gas. The assumptions used in developing the current revenue test were explained at

11 the December 4, 2013 hearing in DG 13-198. The 60 percent conversion rate was based on

12 several factors: a study done in October2012 (transcript p. 20, lines 14-24); average

13 customer energy saving of 50 to 60 percent when converting from oil to natural gas;

14 (transcript p. 26, lines 1-3); and, an estimated cost of $7 to $12,000 for a customer to convert

15 from an oil heating to a gas heating system (transcript p. 23, lines 21-24).

16 At that time oil prices were almost double natural gas prices and even then Liberty

17 acknowledged that it would have to actively market those potential customers to achieve the

18 anticipated margins, ‘...the onus is on the Company to actively market and hook up customers

19 to that gas service’ (transcript p. 25, line 23 thru p. 26, line 1). At current prices the financial

20 incentive to convert to natural gas is greatly reduced and even active marketing is unlikely to

21 achieve the expected conversions along a new main.

22 Q. If the DCF analysis is undertaken and the results satisfy the Commission’s investment
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